NEWPORT LEGACY SEOUL KOREA: WALL STREET'S BIG BANKS ARE 
WAGING AN ALL-OUT TECHNOLOGICAL ARMS RACE 
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Dimon, Blankfein, Gorman: Three great rivals are battling to control the $58 billion-a-year equities industry. 

Sunlight bounced off Goldman Sachs Group Inc.'s glass-and-steel Manhattan headquarters on a warm August 
morning in 2013. Eyes locked on their screens, traders and engineers shifted in their seats as exchanges prepared 
to open. 
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Unbeknownst to anyone, the machines were about to revolt. 


Bam. Bam. Bam. Dummy trade signals that were supposed to stay within the company's electronic systems broke 
loose and slammed into computers at the New York Stock Exchange's options markets. So many orders crashed 
through that by 8:44 a.m., safeguards within Goldman Sachs sprang into action, severing the connection between 
the company and the exchanges. 


It took ages for anyone to notice the anomaly. At 9:01 a.m. an employee finally saw the blockage and lifted it. A 
river of mispriced orders surged through the restored connection. Minutes later, the volume triggered another 
stoppage. And another. And another. 


By the time the trades were blocked for the last time, less than an hour after they began, Goldman Sachs executed 
orders to sell more than 1.5 million options contracts for $1. The cause? A coder had mistakenly programmed a 
router to send placeholder bids as live orders. If not for the good graces of the options exchanges, the bank would 
have lost $500 million, according to the U.S. Securities and Exchange Commission. Cancellations and price 
adjustments reduced that to $38 million. 


The blunder, in one corner of the stock market, exposed a soft spot in the controls and technology at the 
company's larger equities business. Despite being the dominant equities shop on Wall Street, its electronic 



operations had become almost an afterthought. Goldman Sachs had gotten to the top by catering to the types of 
companies that ruled financial markets for decades: long-short hedge funds and active asset managers. In the pre¬ 
crisis era, Goldman's human traders made billions of dollars in profit and became the envy of their peers by using 
the company's balance sheet to take risks. 


But as one of the greatest bull markets in history took off, professional stockpickers struggled to generate 
adequate returns. Volatility vanished as central banks placated markets. Trillions of dollars moved from active 
strategies into index and exchange-traded funds, favoring electronic platforms, where commissions are a fraction 
of voice trading. Quantitative hedge funds such as Renaissance Technologies and Two Sigma Investmentshoovered 
up assets while their old-school peers withered. 


The 149-year-old investment bank wasn't alone in being slow to anticipate the seismic shift in equities. But as 
excuses go, Goldman Sachs had a couple of good ones. Senior executives worried about cracks beginning to form 
in the market's foundations. And for more than a decade, Wall Street's bond traders enjoyed unrivaled prosperity, 
buoyed by the expansion of new markets for derivatives and a decline in interest rates that made it more lucrative 
to simply hold investments. 


Few benefited more from this than Goldman Sachs, which became the most profitable company in Wall Street 
history under former commodities salesman Lloyd Blankfein, who may step down as chief executive officer as early 
as this year. Using house money to facilitate bond trades—or principal risk-taking—was far more lucrative than 
merely acting on clients' behalf to execute stock orders. In 2009, Goldman traders reaped $33 billion in revenue, 
two-thirds of it from fixed income. 


But constraints brought about by the financial crisis ended the leverage that had fueled the boom. Fixed-income 
traders felt the brunt of the changes, and in the years since, equities traders —especially those with a technology 
background—have enjoyed a renaissance. Their rise has touched off a battle for supremacy that's come down to 
only three companies: Goldman Sachs, Morgan Stanley, and JPMorgan Chase. These rivals are now locked in a 
technological arms race to control a $58 billion-a-year industry. As they each jockey for an edge over the other, no 
one who trades on Wall Street is safe. 


Around the same time as the options mishap in 2013, in another glass-and-steel office tower about 4 miles north 
of Goldman Sachs, Morgan Stanley traders were digging themselves out of a hole. 


Clients had abandoned the company during the financial crisis as subprime losses pushed Morgan Stanley to the 
edge of failure. The bank had caught a case of Goldman envy and plowed into mortgage-bond bets at precisely the 
wrong time. To survive a share plunge driven by short sellers, then-CEO John Mack lashed out at some of the same 
clients who paid them lucrative fees. The bank was saved by a $9 billion investment from Mitsubishi UFJ Financial 



Group Inc., but in the years immediately after the crisis, it seemed a shadow of its former self. An equities 
executive at a rival U.S. bank puts it this way: "I thought we left them for dead in 2010. I remember telling people, 
'These guys are roadkill.'" 


But the financial crisis had one gift for Morgan Stanley. Other banks that built a following with quants were 
damaged as well. Lehman Brothers Holdings Inc. went bankrupt. Three European banks—Credit Suisse, Deutsche 
Bank, and Barclays—didn't adapt quickly enough to the new realities and were later forced to raise capital, sowing 
doubt among prime brokerage clients. So for hedge fund clients who wanted the latest trading technology, 

Morgan Stanley became the clear choice. 


UnderTed Pick, who became co-head of the equities business in 2009, the company went about persuading clients 
to come home. The bank was back, hungry and open for business, flush with liquidity for hedge funds to place bets. 
It emerged with a sharper focus: The new CEO, James Gorman, made it clear that the equities division, along with 
the company's wealth management business, was key to the bank's strategic vision. 


A paradox seen among some senior equities executives is that despite their high status and net worth, they often 
dress slightly shabbily. It might be intentional, part of the pitch: We don't care what we look like. It's all about you, 
valued client. 


Pick, 49, fits this description. The day he meets with a reporter, he's got on a pair of beat-up loafers and a well- 
worn suit. He could use a haircut and a couple more hours of sleep. The walls of his office are bare except for some 
grainy photos of his children. His only windows face the equities trading floor: Densely packed with employees and 
computers, the vast room feels 5 degrees warmer than comfortable. Instead of being sequestered in offices, his 
managing directors are scattered amid their charges, the better to stay close to clients and the thrum of markets. 


Pick's fervor for Morgan Stanley borders on the maniacal. Atop a mahogany cabinet—inherited from his 
predecessor, Vikram Pandit—are rows of manila folders filled with the minutiae of more than 30 quarters of 
equities results. Shortly after taking over the stock division, he divided the world into nine boxes—cash equities, 
derivatives, and prime brokerage across the Americas, Europe, and Asia—with the goal of improving in every 
segment. The full spectrum of offerings meant that whatever strategy or region a client needed in a given 
environment, Morgan Stanley was there. Pick keeps a close watch on all this data and, when the mood strikes, 
pulls out a folder to recite figures from a long-ago period. 


The company made investments that let clients send orders with the least possible delay by moving servers closer 
to exchanges and using wires that shaved microseconds off the process. It updated its low-latency trading system 
Speedway and, in 2012, embarked on Project Velocity, which anticipated the rising needs of quants and other 
institutions that were embracing algorithmic trading. The improvements strengthened what was already a leading 



electronic platform; almost a decade earlier, Morgan Stanley had been the first major broker to create an 
electronic swaps system, the preferred mode for quants to trade in equities. Quants favor the system because it 
gives them leveraged exposure to stocks without owning them and having to pay taxes on dividends. 


With the upgraded electronic system and revamped prime brokerage, Morgan Stanley enveloped clients in a 
cocoon of lightning-fast connectivity to markets everywhere and liquidity to short stocks. Its systems were robust 
enough for the biggest quants, and it could lease pipes and algorithms to smaller hedge funds that couldn't afford 
the technological investments the company made. 


It all paid off. In 2014 the company grabbed the crown from Goldman Sachs, exceeding its rival in equities revenue 
for the first time in almost a decade. Under Pick, Morgan Stanley had gone from the recovery ward to the summit 
of the world's most iconic market in four short years. And yet reaching the pinnacle hasn't dulled their drive: Pick 
says they're as hungry now as they were in 2010. 


In a sense, Morgan Stanley and Pick are reaping gains from a prescient bet made two decades earlier. When Pandit 
took over equity trading at Morgan Stanley in 1994, he noticed that the cost of computing power was collapsing. 
That, combined with abundant data on public exchanges that would enable automated trading, convinced Pandit 
of the need to prepare for a post-human equities market. 


"We realized that the human touch was interesting but actually a hindrance to what it took to really trade these 
markets correctly," Pandit, who served as CEO of Citigroup Inc. for five years, says in the Midtown office of his 
investment company, Orogen Group. "The only thing you could do is figure out how you automated all the human 
aspects of trading, understanding what drove stock prices, and then used those algorithms to make markets." So 
Pandit gathered math and science experts to open the Equity Trading Lab, or ETL, whose initial mission was to 
automate the trading floor. 


It helped that at the time Morgan Stanley was 



